Abstract: With effect as from 1st January 2014 Norway abolished the inheritance tax and introduced the so-called continuity principle in income taxation. This means that heirs and receivers of gifts step into the tax basis and other tax positions of the giver and the deceased. Some additional requirements apply to some tax positions, in particular tax positions not related to assets (typically deferral of capital gains and carry forward of losses). Dwelling-houses and farms and forestries which the deceased or the giver could have sold without capital gains taxation is excepted.
Introduction
This article describes the principle of taxable continuity by gifts and inheritance in Norwegian tax law. This principle was introduced as from 1 st January 2014, simultaneously with the abandonment of the inheritance tax. The rest of this introduction provides some background material, from a comparative, historic and policy point of view. Section 2 of the article explains the main rule of continuity. Section 3 deals with some excepted assets: dwelling-houses, holiday houses and farms and forestries which could have been sold tax free by the giver or deceased. In several instances further conditions must be fulfilled for the continuity principle to apply; this is dealt with in section 4. Section 5 describes a special rule for sales of business assets to a lower than market price to heirs; in such cases the seller can elect continuity instead of immediate taxation at realization. Finally in section 6, the article provides some points of view on how to deal with latent taxes on the distribution of the estate between two or more heirs.
From a tax point of view generation shifting is governed by rules concerning gifts and succession at death. Such events raise several tax issues. In addition to issues relating to the inheritance and gift tax, for countries which have such a tax, the coordination of inheritance and gifts tax on the one side and the income tax on the other is an issue. Further, within the income tax a basic question is whether gifts and death is a tax triggering event; if not, the question is whether the successors (heirs and receivers of gifts) should step into the taxable positions of the deceased or giver or whether their tax positions should be established independently of those of the deceased or giver. The firstmentioned type of rules is generally referred to as based on the principle of continuity, whereas the latter are based on the principle of discontinuity.
The Nordic scene is remarkably varied on these issues. 1 Sweden abolished the inheritance and gift tax in 2005, and Norway did the same as from 1 st January 2014. Finish and Swedish income tax is generally based on the principle of continuity. In Denmark, approximately the same applies by succession at death (with some complicated exceptions) whereas the point of departure as regards gifts is the complete opposite: Gifts are regarded as taxable income for the receiver of the gift and also as triggering capital gains tax in the hands of the giver. However, gifts to persons who are obliged to pay inheritance and gift tax is exempted from the income tax and the principle of continuity applies for capital gains purposes in several situations. In practice, therefore, the principle of continuity applies both for gifts and inheritance in typical generation shifting situations in Danish law.
In Norway, the principle of discontinuity has traditionally applied. This rule does not follow clearly from the tax statute itself but was established by the Supreme Court already during the 1920-ies. In a leading case, the Supreme Court reasoned that if it had been the intention of the legislator that the estate should be taxed as if a sale had been carried out by the deceased, such an important rule must have found support in the statute text itself.
2 As the Court placed heavy emphasis on the fact that the estate is a taxable subject different from the deceased the solution has also been said to be based on the so called subject principle. It is interesting to note that the reasoning of the Supreme Court is based on rather fundamental aspects of the income tax. In later practice, the principle of discontinuity has been extended beyond capital gains taxation. For instance, the right to carry forward losses to be deducted later years could not be transferred to receivers of gifts or heirs. The same applies, with few exceptions, also to other tax positions, regardless of whether they are favourable to the taxpayer or not. For gifts, the principle of discontinuity has traditionally applied in typical generations shifting situations within the family. However, gifts of single assets or gifts to receivers outside of the family are often treated as a tax triggering event similar to realization.
On several occasions it has been proposed in Norway to replace the principle of discontinuity with the principle of continuity.
3 However, the proposals were not popular because they would imply a tax increase in most instances in connection with generation shifting of small and medium-sized enterprises and it would also complicate the distribution of inheritance to the heirs because latent tax liabilities would have to be taken into account. Therefore, somewhat curiously, the continuity principle has been introduced in Norway as a side effect of other reforms in which the principle of continuity was not the focus of the debate. This happened for shares and parts of other companies in 2005 as part of the reformation of the dividend and capital gains taxation of such assets, 4 and again -for other assets and tax positions -from 2014 in connection with the abolishment of the inheritance tax in Norway.
From a policy point of view, the question is first and foremost which solutions provide the best neutrality. For this reason, the rules should be as parallel as possible for gifts and succession at death. Some factual differences may lead to different rules. For instance, the estate is normally a taxable person and it shall normally be divided 43 (1974-1975) , Ot.prp. no. 81 (1980 Ot.prp. no. 81 ( -1981 (for gifts only), NOU [committee report] 1989: 14, and NOU 2000: 8. 4 . According to the enacted rules dividends received by individuals are taxable but only above a certain uplift (reflecting a risk free yield of the investment); this uplift is calculated mainly on the basis of the cost price of the shares and it was feared that parents would transfer shares to their children as gifts in order for them to obtain a higher cost price (based on the value at the time of the gift, according to the principle of discontinuity). The introduction of the principle of continuity prevented that.
between two or more heirs. Also, tax planning possibilities in connection with gifts may require some restrictions. Further, it is submitted that the principle of continuity treats realizations before and after the gift or death more neutral than the principle of discontinuity since capital gains, the basis for calculating depreciation allowances and other tax positions are not changed. Even if the principle of continuity generally implies more taxes to be paid, this is not a convincing argument against the principle of continuity since the tax benefits connected with discontinuity is generally accidental. Further, the principle of continuity also have features that are favourable to the taxpayer, not least that it opens up for transferring favourable tax positions to the next generation, such as the right to suspend taxation of capital gains and to carry forward losses. From a practical point of view, finding old cost prices of non-depreciable assets after a death may be challenging and the same applies to the handling of latent taxes when distributing assets among heirs. On the other hand, under the continuity principle it is not necessary to fix a new taxable value on each asset, which is of particular relevance when -as happened in Norway -the introduction of the continuity principle was combined with the abolition of the inheritance tax. The continuity principle is regulated in the Norwegian general income tax code 6 sec. 10-33 for shares, sec. 10-46 for parts in companies which are not taxable entities (typically partnerships and limited partnerships) and sec. 9-7 for other assets and tax positions.
As a general rule heirs and receivers of gifts take over the tax positions which applied to the deceased or giver. Most important in prac-5. Several of these arguments were forwarded in the proposal to the Parliament, Prop. 1 LS Tillegg [Addition] 1 (2013-2014) pp. 42-43. Here it is also argued that the abolition of the inheritance tax without introducing the continuity principle would lead to increases in value while the asset was owned by the deceased or giver would avoid taxation all together. However, this argument may be challenged: The inheritance tax is, in principle, levied on the full value of the asset, not only on the capital gain and the tax rates were also very different. If values have fallen during ownership of the deceased or giver the argument is even less convincing; in this situation the continuity principle provides for a deductible loss whereas the inheritance would still be levied on the market value (in principle). Nevertheless, the argument that value increase during the ownership of the deceased or giver should be taxed in one way or other still have some weight. 6. Code 26th March 1999 No. 14 on taxation of income and capital. tice are the taxable values (such as the basis for depreciation allowances and for the calculation of capital gains). But the principle applies as a general rule also to other tax positions such as the right to carry forward losses, to postpone the timing of capital gains, time limit rules, first-in-first-out rules etc. At death it applies to the estate (which is a separate taxable unit) and to the heirs after the distribution of the assets to them from the estate. If there is a surviving spouse, the principle of continuity also applies to him or her. Under Norwegian inheritance law a surviving spouse has a rather wide right to keep the estate undivided ("uskiftet bo" in Norwegian). The principle of continuity applies to the spouse if he or she takes advantage of this right. In such situations the taxable unit is the surviving spouse and, thus, there is no taxable estate as such.
Also as a main rule, the principle of continuity applies to all kinds of assets, business assets as well as private asset and tangible assets as well as financial and intangible assets. As already indicated, it also applies to tax positions which are not attached to a certain asset (such the right to carry forward losses).
However, there are exceptions and modifications to this general rule. In the following, the most important of these are outlined.
Excluded Assets
Certain types of real estate are excluded from the principle of continuity, which means that discontinuity still applies. This is the case for dwelling houses, holiday houses and farms and forestries which the deceased or giver could have sold free of capital gains tax at the time of the gift or death. For dwelling houses a tax free capital gain requires that the deceased or giver must have owned the house for at least one year and used the house as his home for at least one of the two latest years; thus, for dwelling houses not used by the owner as his home but typically let out to others, the principle of continuity applies. For holiday houses similar rules apply but with longer time requirements. For farms and forestry first and foremost means a requirement of ten year's ownership.
This rule is particularly important for dwelling houses and implies that the heirs or receiver of a gift cannot invoke that the conditions for a tax free capital gain was fulfilled by the deceased or giver but has to fulfill them himself. However, it also implies that the receiver or heir gets a new cost price, in principle equivalent to the market price of the asset at the time of death or gift.
Further Conditions for Tax Positions not Attached to Specific Assets
As for tax positions attached to specific assets, most notably taxable values, there are no further requirements for the principle of continuity to apply. In addition to taxable values this applies for instance to the time of acquisition of assets (relevant for shares under a first-infirst-out rule). However, first and foremost for tax positions which are not attached to specific assets, there are some further requirements for the principle of continuity to apply. Main examples of such positions are the right to postpone the timing of capital gains and duty to postpone deduction for losses, and the right to carry forward losses. Such tax positions occur mainly within business but may also occur outside business.
Estate, Sole Heir, Surviving
Spouse who Keeps the Estate Undivided As long as the estate exists undivided, there are no further requirements for the principle of continuity to apply. The same applies if there is no taxable estate because there is only one heir or if the surviving spouse has used his or her right to keep the estate undivided.
The Distribution of Values from the Estate
However, when the values of the estate are distributed among the heirs (including a possible surviving spouse), the statue requires that such tax positions, to the extent that they arose within the business of the deceased, shall be taken over by the heir which takes over the business.
The statute text does not explain what happens if this rule is not followed, typically if such a tax position is distributed to an heir which does not take over the business or if the business of the deceased is discontinued (typically because it depended mainly on the skills of the deceased). The logic of the rules indicate that the principle of discontinuity then applies but it is not clear what this means. In particular, the legal basis for taxing suspended capital gains at once (losing the right of postponement) and to refuse the right to carry forward of losses is uncertain.
For such tax positions which arose outside business (which is not very practical), the statute requires that the each heir (or surviving spouse) must take over a part of the tax position equal to their share of the estate. In addition, it is required that the heir takes the responsibility for liabilities of the deceased. Again, if these requirements are not met the principle of discontinuity applies but it is not clear what this means.
In addition, there are special requirements as to the right to carry forward losses, see subsection 4.4 below.
Gifts
For gifts, a basic condition for continuity is that the whole or part of the business of the giver is taken over by a receiver who is the heir of the giver under the inheritance rules. If these requirements are not fulfilled, typically if a single asset or single assets are transferred, that transfer is a taxable event which will trigger capital gains taxation. The same applies if the whole or part of the business is transferred to someone who is not the heir of the giver under inheritance law, for instance the employees of the business. The reasonableness of this lastmentioned restriction is disputable from a policy point of view.
If the conditions for applying the principle of continuity by gifts apply, the rules are similar to those explained above for succession by death: A person who receives and takes over the business of the giver, shall take over tax positions not attached to specific assets but arising from the business (in addition, of course, the tax positions attached to specific assets). This means that the rules, as opposed to the former rules, make it possible to transfer the business as such, including all tax position whether favourable or not favourable for the taxpayer, to the next generation.
Such tax positions which arose outside business (which is not very practical) cannot at all be taken over by the receiver; thus, such tax positions remain by the giver. For instance, if the giver has had a capital gain outside business the timing of which can be postponed, this right remains with the giver and he has to fulfill the conditions for further postponement. Similarly, the right to carry forward losses outside business remains by the giver.
Special Requirements for the Right to Carry Forward Losses
For the right to carry forward losses, the conditions for continuity are even stricter. In order to take over the right to carry forward losses it is required that the heir or receiver of gifts takes responsibility for the liabilities of the deceased. If this requirement is not fulfilled by gifts, it means that the giver retains the right to carry losses forward. If the heirs do not fulfill this conditions it means that the right to carry forward losses disappears.
The policy reason for this requirement is closely related to a general rule to the effect that the right to carry forward losses disappears to the extent that debt claims against the taxpayer is forgiven. In such cases, it is not the taxpayer who suffers from the loss but the creditor.
Sale at Reduced Price
Sale at a price lower than the market price is often a combination of a sale and a gift. The general tax rule in Norway is that such sales are considered as a tax triggering event; however, the taxable gain is, as a main rule, calculated on the basis of the proceeds paid by the buyer, excluding the value of the gift.
In order to increase the flexibility during the generation shifting process the new rules includes a provision that the seller in such cases can decide that continuity shall apply instead of realization. This means that the sale at a reduced price will not trigger capital gains tax but on the other hand that the buyer has to take over the taxable value of the seller even if the price he paid is higher. Thus, the decision of the seller is decisive also for the tax position of the buyer which may seem odd for a principle point of view. However, the legislator obviously has assumed that both parties benefit from the rule and that they generally will agree on the choice to make.
Latent Taxes on Division of Estates
As already indicated, the principle of continuity raises the issue of latent taxes when the values of an estate are divided between the heirs. Latent taxes on assets and tax positions could be regarded as a kind of liabilities which should be taken into consideration during the division of values between the heirs. Systematically, this is an inheritance law issue and not a tax law issue and it is, therefore, only mentioned in the preparatory work on the introduction of the principle of continuity. However, the inheritance code has no explicit rules on the issue and therefore a conclusion has to be reached by an interpretation.
It is outside the scope of this article to discuss this issue in any detail but the general view of this writer is the following, based on the overarching consideration that the division between the heirs should be as equal and equitable as possible:
Latent taxes should generally be taken into account. Since the tax liability is normally not triggered at once a schematic reduction of the liability to present time value should be carried out. For tax positions related to assets the calculation of the latent tax could be part of the valuation of the asset. For tax positions which are not related to asset this is not possible and, therefore, the latent tax has to be a special item when calculation each heir's part of the estate.
Tax positions may be favourable to the taxpayer and logic requires that tax benefits connected to such positions are also taken into account.
Concluding Remarks
As could be expected, the abolition of the inheritance tax was well received by taxpayers in general. However, the introduction of the principle of continuity has been more controversial, again not surprisingly. In particular, farmers complain that the reform implies a substantial tax increase for them, probably to a large extent because they did not pay much inheritance tax. The Government has promised to take a closer look at the situation of the farmers in this respect. Also, people owning dwelling houses which are let out to others may experience a considerable tax increase, in particular in cases where the dwelling house was acquired at a relatively low value some time ago. In such cases, the 27 per cent tax on the capital gain which follows from the principle of continuity may to a large extent exceed the 10 per cent inheritance tax (the top rate for children in the later years) which they save. However, this is not expected to lead to any changes in the introduced rules.
